The literature of firm heterogeneity in international trade grows rapidly in recent years. This paper reviews the theoretical development of the topic, and tries to find future directions of this research agenda.
given for all individual firms. But they have an opportunity to upgrade the technology with a fixed amount of investment. Firms with high productivities export their products as well as selling them domestically . They have more incentive to invest to become more productive since their operation level is higher than firms with lower productivities. Consequently, only productive firms upgrade the technology; globalization makes strong firms become stronger and weak firms become (relatively) weaker.
3.4
Choice of Factor Intensity Furusawa and Sato (2008) analyze the relationship between firm heterogeneity and factor endowment2) . They are motivated by the observations that new advanced technologies tend to be labor-saving (or equivalently , capital-intensive) and adopted in capital-abundant, developed countries. Firms have their own intrinsic productivities that come into effect only when they adopt a new technology; old technology is standardized, so productivities are the same no matter which firm uses it. Consequently, firms with higher intrinsic productivities adopt new technologies with a higher proportion, realizing higher productivities than firms with lower intrinsic productivities. Firms' choice of technology depend on the factor prices. Firms in a capital-abundant country are faced with a higher wage-rental ratio in autarky than those in a labor-abundant country, so they have more incentive to adopt new technologies. The resulting firm heterogeneity is greater in the capital-abundant country because more firms adopt new technologies with higher proportions, realizing their intrinsic difference in productivity. They also examine the impact of technological progress on firm heterogeneity. They find that technological progress induces only the firms with higher intrinsic productivities to upgrade the technology , and hence it makes strong firms stronger while weaker firms (relatively) weaker.
Financial Imperfection
Furusawa and Yanagawa (2008) relate firm heterogeneity to financial imperfection. Upgrading production technology is almost always costly. Firms often need to borrow money to carry out process innovation (i . e., productivity-enhancing investment). In the absence of financial imperfection, all firms can borrow money with equal opportunities, so they all borrow enough money to achieve the optimal productivity level . Firm heterogeneity in productivity will not arise in such cases. Under financial imperfection, however , firms with different initial assets are faced with different financial opportunities. In the situation where investors can collect only a fraction of the borrowers' profits, entrepreneurs with higher initial assets are less financially constrained , and hence invest more on the process innovation. Firm heterogeneity in productivity arises from the heterogeneity in initial asset holdings of firms. Heterogeneity is greater in a country with a higher financial imperfection. The literature expands, adding more sophisticated micro-structures such as firm dynamics (e. g., Luttmer, 2007) to the models. This trend is expected to continue as long as theoretical predictions do not match empirical findings. Dialogs between theoretical and empirical studies grow more important these days.
